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A Special Case of No Advantage to Trade 

The Ricardian model was powered by differences in 
costs. What mattered was the relative price of the two products (wheat 
and cloth) in autarky. If the relative prices were different in the 
two countries as they were in the previous example then trade was 
advantageous. As noted, what Ricardo showed was really a general 
result in economics: if you are offered a choice, it is unlikely to 
make you worse off and may well make you better off. But are there any 
circumstances in which being offered a choice does not make you better 
off? Could we create a case in which neither the UK nor the US would 
benefit from the option of trading together? 



Suppose in the UK one hour of labor produced 3 bu. of wheat 
(instead of the 2 bu. previously assumed) and 5 yds. of cloth (instead 
of the 8 yds. previously assumed) . Technology in the UK is still 
different than in the US, as reflected in the differences in the 
productivity of labor. But you should be able to see that the slope of 
the UK production possibilities curve is now -3/5 (or -.6) instead of 
the -.25 derived for the previous example. 


As it happens, the slopes of the UK and US curves are now 
identical. Hence, the choice between trading or not trading can 
provide no benefits. The terms of trade will be .6 whether or not 
trade occurs. In this special case, there are no benefits from trade 
in the Ricardian example. 

This special case also shows the limits of traditional economic 
reasoning. It is easy to find real world examples of countries with 
very similar background conditions trading with one another. Sometimes 
trade in the same product flows in both directions, e.g., French cars 
exported to Germany; German cars exported to France. Much trade is 
based on such non-Ricardian considerations such as product 
differentiation, brand loyalty, marketing, short-term innovations, etc. 
Moreover, even "identical" countries might benefit from more 
competition (less chance of monopoly) within product lines . 1 


1 See Section 17 for more on these points and on the effects of 
economies of scale. 


Transactions Costs, Quality, and Trade 
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The Ricardian model suggests that trade will occur between two 
countries except in the special case when both have the same relative 
autarky price (cost) ratios. But it is sometimes argued that a 
particular country can't compete on world markets because of some type 
of "inferiority" of its products or the cost of doing business with it. 
Note that the Ricardian model implicitly assumed standardized products, 
e.g., a bushel of U . S . wheat was identical to a bushel of iJufL wheat. 

If there are quality variations, however, it is possible that a country 
might have no comparative advantage. Similarly, if there are heavy 
transactions costs of trading with a country, those costs could choke 
off trade. 

Quality Problems : A Very Limited Proviso 

Suppose the U.K. produced "defective" cloth from the American 
viewpoint, cloth whose quality was below American standards. But 
assume, for simplicity, that the U.K. is perfectly happy with its cloth 
and does hot see American cloth as superior. Suppose Americans were 
willing only to consume American-standard cloth, regardless of source. 
And suppose that by applying American labor to U.K. cloth, the imported 
cloth could be brought up to American standards. (We are assuming that 
the fixing can't be done using U.K. labor prior to export.) In that 
case, the need for American labor acts as a kind of tax or tariff on 
imports of cloth from the U.K.. A sufficient "tax" could choke off all 
imports from th<B U.K. and leave both countries in autarky. 

We know that trade if there is to be any must settle between the. 
.6 and .25 autarky price ratios (price of cloth/price of wheat) for the 
two countries. Since U.K. consumers don't consider their cloth to be 
inferior, they will not pay a premium to buy cloth from the U.S. Thus, 
the U.K. wilfjtfSbt trade cloth for wheat at a price ratio below .25. 

'Silt another way, .25 (or just a bit above) is the lowest terms of trade 
ratio the 'fc.'jS.' will accept and still trade. 

Suppose the U.K. was willing to trade at just .25. Suppose it 
took 1 hour of U.S. labor to "fix" 24 yards of U.K. cloth, i.e., raise 
it to U.S. standards. To obtain the 24 yards, the U.S. would use 1 
hour of labor to produce 6 bu. of wheat to exchange with -the U.K. plus 
S hour of labor to fix the incoming cl orh> . 'for a total of 2 hours 
sacrificed. If the U.S. used the two labor hours at home to produce 
the cloth, it would get only 20 yards. Thus, it is still worthwhile 
for the U.S. to exchange wheat for cloth, even with the quality 
problem. 
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But what if it took 1.4 hours of U.S. labor to fix 24 yards of 
incoming U.K. wheat? Then the total U.S. labor cost for 24 yards is 
2.4 hours (1 + 1.4) per 24 yards or 10 yards per hour of labor. phis 
ratio is the same as that used by the U.S. to produce cloth iiirectly at 
home. So there would be no particular advantage in. trading witli -feh.©. 
U.K., even if the U.K. were willing to trade at the lower-bound .25 
terms of trade ratio. A quality problem thus chokes off trade. 

Suppose the quality problem was more severe than assumed above so 
that it took 1.5 or 1.6 or: 2 hours of U,.S. labor to fix 24 '||,,:K. yards 
of cloth. Would this reverse trade? (Would it lead the U.K. to export 
wheat for cloth?) After some thought, it should be apparent that under 
the assumptions made, there will be no trade rather than reversed 
trade. The quality problem is like a prohibitive tariff, effectively 
isolating the two economies. 


Transactions Costs 


The quality example above is somewhat strained and is unlikely to 
apply to a country producing a standardized primary commodity such as 
oil or coal. suppose there were heavy costs of doing business with 

a particular country. Suppose, to follow the example above, the U.S. 
had t;0 have business representatives iji |:he^1|t3|i. to buy cloth and it 
took 1 hour of U.S. expatriate labor to buy 24 yards of cloth from the 
U.K. Suppose it took 1.4 hours of expatriate labor? 1.5? You should 
be able to see that the same outcomes result as in the quality example. 
Once we get to 1.4 hours or more, it doesn't pay for the U.S. to trade 
wi th the U.K. The transactions cost is like a prohibitive tariff. 

.febth the quality and transactions costs examples have aspects 
suggestive of some of the complaints made about the difficulty of doing 
business with former communist countries. 
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Does "Competitiveness" Have a Meaning at the National Level? 

We often speak of firm competitiveness at the micro level. When 
we say a firm might lose its competitive edge, we mean that it might be 
eclipsed by other suppliers which have developed a way to improve 
quality or cut costs. International economists often grumble about the 
use of the word "competitiveness" when applied to nations, however. 

They argue that, following the Ricardian example, a country will always 
be competitive ih. something, even if it is inefficient. A country 
cannot go "out of business." ip9jL contrast, an individual firm if it 
becomes inefficient may be driven out of business by more efficient 
competitors . 

As we have seen in the previous section, a country cannot "go out 
of business" but it can create conditions under which it can go out of 
trade, and neither export npr import very much. So one might talk 
about competitiveness in that sense. However, this version is a 
limited case and so the economists' point is important; we should not 
think of a country as directly analogous to a firm. Every country has a 
comparative advantage (or it doesn't trade at all). But every firm 
does not have a competitive advantage and some disappear as a result. 

However, countries may be able to take steps that raise, the 
benefits they get from trade, 'ffie section below on "Productivity, 
Growth, and 3ehef i rs" (p. 13.2) shows that productivity gains can 
increase national benefits derived from trade. Perhaps productivity 
might be raised by an improved educational system. In that case, we 
might say that the country had improved its competitiveness by 
investments in education. Later, we also will refer to "Strategic Trade 
Policies" (p. 101.1) whereby interventions by government could raise 
trade benefits. '.pji$re is no harm in speaking about such situations as 
improving national competitiveness providing we keep in mind the basic 
lessons of Ricardian comparative advantage. 



